with the unspoken intention of suggesting another 30-50 per cent after some initial moves, then the same again and again. This is not really a new phenomenon. It has been happening since the 'Nixon shock' in the early 1970s, and with the Plaza Accord in the 1980s. The convenient targets of blame then were the 'gold standard', the deutschmark and the Japanese yen. Now it is the turn of the Chinese renminbi.
So the question is, what are the real causes of the global imbalance and currency instability?
In this short chapter, I first take a look at what is really going on with the Chinese economy and trade balance, try to identify the sources of the current imbalance, then, as a concluding remark, rethink the possibilities of reforming the global currency system.
China's trade balance
China registered a record high trade surplus of US$101 billion and a current account surplus of US$146 billion, or about 5 per cent of GDP, in 2005. 2 Although this would apparently put more of the blame on China for the global financial imbalance and currency instability, we should look into the situation in more detail. For many reasons, 2005 was a special year for China, with the country facing a slowdown in aggregate demand after overheating in the previous two years. This was evident from the fact that the growth rate of imports was 17.4 per cent in 2005, decidedly lower than the almost 36 per cent in 2004 and 39 per cent in 2003, while the growth of exports also slowed to 28 per cent from 35 per cent in the previous year ( Figure 6 .1).
Except for 2005 (and maybe 2006, if my expectation is correct that China will be in a slowdown phase for some time), in most of the past 27 years, China's trade was more or less balanced, with small surpluses in some years and small deficits in others. In 2004, for example, China registered a surplus of only about US$30 billion, or about 2 per cent of GDP ( Figure 6 .2), as it had already been under fierce pressure for a revaluation. The previous record high trade surplus of US$43 billion occurred in 1998 when China was in a slowdown/deflation period and everyone in the world was guessing when China would devalue, while the US government was pressing China not to do so.
China's trade imbalance with the United States and the new supply chain in Asia
Why did China's trade become balanced? China not only exported, it importedand it imported a lot. In most years, China's imports grew by double digits and, during 2003 and 2004, imports grew by almost 40 per cent per annum. What happened in Asia was a newly emerged production-supply chain, with China as a centre of assembly and manufacturing. Figure 6 .3 shows how this worked and how many things with a label 'Made in China' are really 'Made in Asia'. This is also reflected in the fact that more than 50 per cent of China's exports are from reprocessing and manufacturing sectors, of which the value-adding in China counts for only 10-20 per cent of total prices. What Figure 6 .3 does not show is another relationship: more than 50 per cent of China's exports are produced in China by foreign companies, including United States-owned companies. This fact is relevant to currency issues because one of the factors that determine the currency balance is labour costs, the major considerations for foreign investors or outsourcing companies.
Where did China's large foreign exchange reserve come from?
One of the striking phenomena central to the global imbalance problem is the surge of foreign exchange reserves, which increased by more than US$200 billion per annum in 2003, 2004 and 2005. In 2004, for example, China's foreign exchange reserves increased by US$210 billion. This of course included the current account surplus of US$35 billion, but the rest-as much as US$175 billion-was from capital inflows. The capital that had been accumulated in other countries included US$50 billion of foreign direct investment (FDI) (assuming it all came in cash and goods bought in the Chinese domestic market), and US$20 billion in increases of foreign debt and foreign security investment ( Figure 6 .4). Other inflows came into the economy through various channels, motivated by speculation on the revaluation of the RMB. For example, the 'error and omission' item in China's capital account turned from negative (outflow) to positive (inflow) in 2001 as market sentiment turned from RMB devaluation to revaluation. It has been increasing steadily ever since. Also, we can see that in the current account the 'current transfer' item, which includes remittances between family members and movements between personal bank accounts, increased more rapidly after 2001 ( Figure 6 .5).
This situation changed slightly in 2005 and almost 50 per cent of the increase in foreign exchange reserves can be explained by the current account surplus. Capital inflows fell to US $100 billion due to calming of speculation on the RMB revaluation, particularly after China's foreign exchange regime was changed back to 'managed floating'.
The fundamental issue here is that the foreign exchange reserves in one country might not represent all of that country's national savings, but could be capital inflows from other countries, driven by market forces, including speculation.
National savings and global imbalance
The so-called global imbalance is often interpreted as the result of Chinese oversaving and American overspending. While there might be a case for American overspending, there is not necessarily a situation of over-saving in China in the sense of the international balance of payments.
Chinese do save a lot, often up to 40 per cent of GDP, but as a nation, they spend a lot too. China might not spend much on consumption (only 60 per cent of GDP), but it invests up to 40 per cent (45 per cent in 2004) of its GDP in industrial capacities, housing and public infrastructure.
Therefore, China, as a nation, buys a lot in the international market, particularly a lot of investment goods. As a result, China has pushed up resource and commodity prices on the international market in recent years.
This means that China's high saving rate might have little to do with the global imbalance-it saves, but it spends those savings on domestic investments. Sometimes China overspends, too: during 2003-04, it over-invested and therefore the economy overheated.
What is really relevant to the global imbalance problem is not the total savings of the nation, but the savings in foreign assets; that is, the current account surplus owned by the Chinese nationals. It is important to understand that net national savings are not equal to the increase of foreign exchange reserves: increases in reserves include capital inflows, which might be the result of foreign savings (or the wealth that was saved before), not national savings. Only those parts contributed by the current account surplus are national net savings related to the international imbalance.
From this point of view, China did not have significant net national savings in past years-normally less than US$30 billion per annum. The large scale of global imbalances measured by the US trade deficits of up to US$600 billion per annum should be explained by the sum of current account surpluses of all economies everywhere, some of them (including almost all economies in Asia) running a surplus against China.
From this perspective, we can see the following. If the United States wants to blame someone for its trade deficits, it should blame every country that has a surplus, and therefore contributes to the matter directly (having a surplus against the United States) or indirectly (through countries that have a surplus with the United States). If the United States wants someone to revalue its currency in order to help reduce its deficits, it should ask every country that has a surplus.
The fact, however, is that if you want every country to revalue its currency, the real problem is not in others' currencies, but in yours. The question we should ask is not why China's RMB has not been revalued, but why, since the 1960s, the US dollar has had a tendency to devalue against everyone else? First we had the devaluation against the gold standard or against all other currencies in the 1970s (the Nixon shock), then the devaluation against the deutschmark and Japanese yen in the 1980s, and now the Chinese RMB.
'Currency asymmetry' and the persistent tendency of US dollar devaluation
Many commentators have said repeatedly in the past 40 years that under the present US-dollar standard in the global currency system, global financial stability depends on the good behaviour of the United States or the good monetary policy of the US Federal Reserve Bank. 3 Further analyses, however, show that the fundamental problem is not in US policies, but in the global currency system, which forces the United States to follow a certain pattern of behaviour. This has been an issue since the 1960s, but we still need to pay some attention to it otherwise we might fail to identify the real source of imbalance.
The breakdown of the Bretton Wood System and the de-linking of the US dollar from the gold standard in 1971 created a global currency system without a 'neutral standard' (such as gold) other than a national currency (that is, the US dollar). 4 From then on, the world had major asymmetry, as it divided all nations into two categories: nations that issued their own currency, which serves at the same time as international currency (the United States), and nations that issue only their own currency and use the US dollar in international financial markets.
On the one hand, this arrangement of currency asymmetry has its positive effects. The United States is the largest and strongest economy with the most efficient financial markets in the world. The world financial system needs someone strong enough to play the role of anchor against the torrents of the global market. The unstable economies, such as developing countries, would like to hold some commonly trusted assets to increase their credibility in the international financial market. In one sense, Japan and China, which are the two largest foreign exchange reserve holders, do not finance US debts; to a certain extent they are paying the seigniorage of the United States by using the US dollar as their security against their own weakness in economic and financial systems, in the form of asset bubbles (Japan), or non-performing loans in the domestic banking sector (Japan and China), or massive underemployment of the rural labour force in the process of economic transformation (China).
It is also seen as convenient to have a national currency (the US dollar) to serve these purposes since it might be much cheaper than if international public goods, such as an international currency, were provided by an expensive international bureaucracy, provided that the United States was a good anchor.
On the other hand, such a currency asymmetry has negative consequences. The government of any country has the right to print money to stimulate domestic demand when growth is weak. But it has to bear the negative consequences, such as inflation and internal financial instability. Financial crises occur because of irresponsible domestic policies leading to high fiscal and current account deficits (or 'twin deficits'). However, the country that prints international money might face less penalties: along with the roughly 50 per cent of total printed papers and 50 per cent of US dollar-denominated financial assets used or held by all other economies, 5 the financial risks are spread over or externalised to other corners of the world. As a result, it seems that no matter how large the US fiscal deficits are, no matter how loose monetary policies and how much the excessive liquidity provided are, the United States is not likely to run into financial crisis that other countries have faced.
This might delude, if not corrupt, people and policymakers in the anchor country, as they might not see it as their problem that they run high deficits and print more money when the bad consequences become the problem of 'others'. Therefore, such a system would naturally result in the persistent fiscal deficits and/or overprovision of liquidity that we have seen in the United States since the 1960s.
From this perspective, the US twin deficits problem is not even a policy issueit is an institutional issue-not of the US domestic institutions, but of international financial institutional arrangements. In one sense, the United States is subject to a kind of soft-budget constraint, and this external condition softens domestic policy discipline and results in excessive liquidity in the domestic market and the world.
Meanwhile, other countries might face greater financial risks. The huge stock of (oversupplied) financial assets denominated in US dollars moves around, knocking down the doors of developing countries, which still have fragile domestic systems and are incapable of handling the risks that the liberalised financial market and free capital flows might bring to them.
Many countries have, however, been seduced into welcoming more capital flows because those loans or portfolio investments were so attractive to the capitalscarce economies and they looked so cheap. When the trade deficits were financed by the provision of more cheap dollars (the present magnitude of capital flows is related to the previous printing of money), the other economies might overheat and have to face the consequences of overcapacity of production and oversupply. The so-called global imbalance today seems much more dangerous for other countries than it is for the United States.
Currency asymmetry is reflected most clearly in the following fact: when the US dollar devalues, US foreign assets appreciate and US domestic assets do not depreciate; meanwhile, for all other countries using the dollar as a denominating currency, if you devalue your currency, your assets depreciate. That is, while everyone else might lose by devaluation, the United States only gains from it. No wonder devaluation for the United States is such a temptation (Table 6 .2).
The problems created by the US-dollar standard currency system have been debated by many people for a long time. History is repeating itself today in the new circumstances between the United States and China, in a similar manner to what happened between the United States and Europe in the 1960s and between the United States and Japan in the 1970s and 1980s. This history shows that it is not a problem of policy, but of institutions.
Effective exchange rate and real exchange rate: what are the possible responsibilities of developing countries for global imbalance?
As economics shows, two factors play a role in determining changes of real effective exchange rates and therefore the trends of exchange rates-the differences of inflation rates between two countries, and the differences of wage changes related to labour productivity changes between two countries.
If country A's inflation is higher than B's, A's currency has to depreciate or be overvalued. Productivity changes might vary from country to country during different periods, however, as long as their wages can be adjusted fully to the extent of the productivity changes, the real exchange rate will remain unchanged. Otherwise, the country whose wage increase is less than productivity change should appreciate its currency; if not, its currency is undervalued.
In the previous section, we were dealing with the factors that might cause changes in effective exchange rates, that is, the factors of inflation. The existing currency arrangement, which makes the United States run high fiscal deficits and provide excessive liquidity to the world, has resulted in higher inflation rates in the United States than in some other countries, such as China, in past years. As a result, the US dollar tends to devalue against the RMB (Figure 6.6) .
The main conclusions we can draw from the above arguments are that • if we consider the financial factors only, the current problem is not RMB revaluation, but US dollar devaluation. This is the major cause of the current imbalance. • this means that RMB revaluation will not solve the problem of United States deficits, not only because China's surplus is not equivalent to United States deficits, as we have seen in previous sections, but because the real root of the problem does not lie in China. United States inflation continues due to the loose monetary policies of the United States. • if China can do something in this regard, it would only be to race against the United States in creating inflation or printing money. China might not want to do this because China does not print international money so it has to bear all the negative consequences of inflation within its own boundaries. If, however, we consider productivity/real wage factors and think of the real exchange changes, the picture becomes more complicated and China is not completely innocent of causing the current problems. The issue is that, while in the United States wages increase basically up to the level of productivity changes (about 3 per cent per annum), China's wages seem more sticky. Since the early 1990s, China's labour productivity has improved at the annual average rate of 2005 6 ), thanks to reforms and technological progress. Wages, however, seem to have increased more slowly than that they increased at an annual average rate of 9.8 per cent in the manufacturing sector. This is indeed a factor that might make the RMB undervalued, although only by less than 1 percentage point annually. Why are wages in China more sticky than in the United States? Is this because of Chinese government control? These days the Chinese government seems to be too worried about the slow increase of blue-collar wages as income disparities widen and social stability is threatened. The real reason behind the wage stickiness in China is market forces in the labour market.
Although about 200 million rural labourers have been reallocated from agricultural to the industrial and service sectors, earning about US$1,000 a year, there are another 200 million or more people still in the countryside earning about US$400 a year and eager to move to urban areas to look for better-paid jobs. Job competition and still unlimited labour supply sees Chinese wages changing more slowly than labour productivity gains (this also explains the higher capital gains for foreign investment and domestic savings, and increasing income disparities during this stage of So what are we doing at this point? We are blaming poor rural Chinese labourers for the global imbalance! This sounds ridiculous, but it reveals that there is another global issue-that is, the need for poverty reduction and economic development in poor countries. We know that these issues are related to currency problems, but they are even more important.
Of course, the analysis in this chapter shows that China has some responsibility for the imbalance and it calls for a revaluation of the RMB. It also shows that a reasonable revaluation of the RMB should not be more than the difference between the changes in wages and the increase of Chinese productivity. In a normal year, it might count for less than 1 per cent, not enough to solve the US deficit problem. The main cause of the global imbalance lies in currency asymmetry, which is out of China's control.
Concluding remarks
China's role in the global imbalance Within the current global monetary system, characterised by a currency asymmetry that sees the United States providing excessive liquidity to the world, global imbalance will persist, and the global market will continue to face high volatility.
China cannot be said to be the cause of this imbalance. All industries labour productivity All industries real wage increase China might well have contributed to global imbalance through slow wages rising growth when compared with productivity growth, via the effective exchange rate mechanism. The renminbi, in this context, could be undervalued at about 1 per cent a year. China certainly has to face up to its responsibility in addressing global imbalance, but it must do so with due consideration to the task of poverty reduction and raising the living standard of its rural poor.
From this point of view a 'managed float' is a correct exchange rate regime for a country such as China. In today's global monetary system of currency asymmetry, a fully floating exchange regime for many developing countries means that they bear the major consequences of the liquidity glut created in the United States, or unilaterally bear the burden of adjustment for reducing global imbalance if the United States refuses to do anything.
Time to think again about alternatives to the currency asymmetry
From a policy point of view, the policy implication of the currency asymmetry is simple: if this asymmetry is not removed, the situation could continue to worsen. The US dollar is no longer a stable anchor in the global financial system, nor is it likely to become one, therefore, it is time to look for alternatives.
Ideally, there should be an international currency standard that is truly independent of the self-interests of participating countries, but providing common benefits to all. It should not be the currency of any particular country no matter how strong or dominant it is in the world market.
Here the 'gold standard' readily comes to mind again. Gold is not something that a government can print at will. A gold standard is totally impartial as well as unsparing when it comes to punishing those who are fiscally irresponsible and the profligate. And at least with a gold standard the global imbalance caused mainly by the US dollar's tendency to depreciate would not be interpreted or misunderstood as another currency's failure to appreciate. Critics of the gold standard have repeatedly (and correctly) pointed out that it is a rigid system, which leaves no room for policy action, however prudent and sensible.
A second alternative that has often been suggested is some form of 'international currency', governed by a truly disinterested body tasked with the job of maintaining global financial stability. 7 This could be started using the International Monetary Fund's special drawing rights as the reserve currency unit. One recent effort to think about alternatives is the World Currency Unit (WCU), which would be based on the inflation-adjusted real GDP of major economies (Ho 2006) . It is suggested that governments and private firms issue bonds denominated with the WCU against market risks and hold these bonds as part of their reserve assets, as the first step towards a true global currency.
The gold standard and an international currency represent two ends of the spectrum. Both ends are extreme: the gold standard is extremely rigid, whereas a genuine international currency might prove to be unrealistically utopian. A practical answer might lie somewhere in between.
This highlights the core problem of our age: the lack of accountable global governance and insufficient provision of global public goods in a rapidly globalising world.
As stopgap measures, there are some regional efforts being made to deal with the problem. For example, encouraged partially by the success of the euro, Asians are trying to take collective action. In early May 2006, the Asian Development Bank held its annual general meeting in the Indian city of Hyderabad. At the meeting, the finance ministers of China, Japan and South Korea met with their counterparts from ASEAN and announced that they would sponsor a research project 'Towards greater financial stability in the Asian region: exploring steps to create regional monetary units'.
An Asian currency unit (ACU) would be an index that seeks to capture the value of a hypothetical Asian currency by taking a weighted average of several key regional currencies. The weight of a particular currency in the index could be determined by the size of the economy and the volume of its total trade. The reason why progress is likely to be quite fast in this development is an unusual consensus between China and Japan. While Japan has championed this idea since the 1997-98 financial crisis, China has been reluctant to be involved in a scheme that could potentially be dominated by the Japanese yen. More recently, the weight of China's GDP and total trade volume has made itself felt and there is now no fear of dominance by the yen. While the research for this project will be undertaken in Japan, the final determination of the composition of the ACU will be led by ASEAN, which has come increasingly under China's influence in recent years.
What is intriguing is that the ACU is not meant to be a real currency to replace regional currencies, as is the case of the euro. It is meant to be a guide for Asian countries to coordinate and manage their exchange rates. In other words, the ACU could become a new benchmark independent of the US dollar. Thus, the potential is for the ACU to become a viable currency for Asian countries to denominate their export prices, cross-border loans and cross-border bond issues, thus weaning themselves off their reliance on the US dollar.
The question remains as to whether it will replace currency asymmetry and thereby reduce global imbalance. An ACU might well reflect the monetary relationships among Asian economies, but it could lead to a collective revaluation against the US dollar under the pressure of market speculation and force Asian economies to bear all the burdens of currency asymmetry, leaving the United States doing nothing. Remember, without the United States doing something against its own short-term interests in the present global monetary system, nothing can really solve the problem of global imbalance in the long term.
